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TARGET PRICE SYSTEM FOR COMPEITI1VB BID GOODS AND SERVICES 

CRQSS-REFFPFNnK TO RT7T ATED APPLICATIONS 
This application claims the benefit of VS. Provisional Applications Serial No. 
60/123345. filed March 5, 1999. Serial No. 60/122,958, filed Match S, 1999, and Serial No. 
60/178,501, filed January 27. 2000. 

BACKGROUND OF THE INVENTION 

1. Field of the Invention 

This invention generally relates to a system and method for generating target prices for 
competitively bid goods and services. More particularly, the p 
and method for generating target bid prices in a business-to-business selling environment th£t 
takes into account such factors as the cost of serving customers, the customer's price sensitivity, 
and the competitive environment including potential competitor response to bid pricing levels. 



t invention relates to a system 



2. Description of the Related Art 

b) certain industries, companies bid on work to be performed on behalf of third parti ea, 
such work typically being dther the productiOT of a product or the provision of a service. Such 
companies often competitively bid against one another for a contract to perform work for a 
specific third party. In making a bid for a contract or to provide a certain set of products or 
services, the goal is to make an exact bid where the company balances the likelihood of winning 
the bid at a given price with the profit that wil) be obtained if the bid is won at that price, or bid a 
"target price" for the given contract 
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In order to make a satisfactory bid to obtain a contract or other agreement for the 
provision of a product or service, a company must evaluate the aspects for the specific bid 
parameters that, if properly reflected in the bid price, enable the company to properly balance the 
likelihood of winning the bid with the profit achieved is the bid is won. Traditionally, bid 
pricing has been assisted by computer systems that estimate the cost of serving individual 
customers, taking into account the special factors affecting the bid price. These typical 
"cost-of-service** based bidding systems compute a price floor or minimum bid for a prospective 
contract or other agreement based on the cost of delivering the products or services and the actual 
calculation of profit for the contract is subjectively left to the company. Consequently, while the 
traditional cost-of-seivice based bidding systems can provide guidance on the minimum bid, they 
provide no guidance for the optimal way to balance the likelihood of winning tte bid with the 
profit achieved if the bid is won. This guidance can only be provided if a target price is 
established that balances the likelihood of winning the bid with the profit achieved if the bid is 
won by maximizing the expected profit that is achieved from the target price. 

Furthermore, traditional cost-of-service based bidding systems have a number of 
drawbacks as pricing tools for competitively bid goods and services as they lack the ability to 
factor the market response of customers and competitors to pricing decisions. This is mainly 

♦ 

because the systems are cost-focused, even though shipping clients may increasingly demand 
products and services thai are tailored to their specific needs. The traditional cost-of-service 
based bidding systems also lack the ability to track and analyze post-bid information, such as 
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wins and losses, profitability of won bids, and otherwise capture useful data which can be 



Tliere are systems in the art, such as in airline seat and commodities pricing, that can 
reflect market and competitor response characteristics in bid pricing. However, such systems 
5 typically generate pricing information for an individual product or service at a particular point in 
tune, such as an airline seat on a particular flight or a specific commodity futures contract As a 
result, these systems are not directly applicable to bidding systems for parcel shipjring services, 
which usually price a portfolio of parte! shipping sendees to be perftmned over an extended 



contract 



Thus, there is a need for a method of hid pricing that takes market and 
response characteristics into account when generating bid prices. There is a further need for a bid 
pricing method that takes market and competitor response characteristics into account when 
generating bids for portfolios of products and services to be performed overextended contract 
periods. It is to the provision of such an improved system and method that the present invention 
15 is primarily directed 

Target Pricing (TP) enables a corporation to optimize its pricing and associated business 
processes in order to increase profit TP leverages information about competitors, costs, and 
market response behavior to set customer-specific prices that maximize expected financial 
20 contribution. The resulting incremental i mp r ov ements in profitability can add up to significant 
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gains: at UPS, TP increased profits by over $100 million per year over previous business 
practices. 



and 



lit M • ' I Mi- 



The present invention meets the needs described above in a business 
system known as the Target Pricing System" (IPS). The IPS is a bid pricing system 
5 that takes the following factors into account when generating bids for a portfolio of goods or 
service to be performed over and extended contract period: (1) die cost of completing the 
contract, (2) the customer's price sensitivity and the relative importance of non-price factors, ana 



ial competitor bids: In considering 



More sf 







!7rf 





(3) the competitive environment, including actual or 
these factors, the TPS strives to achieve the best balance between the likelihood of winning a bid 
10 and the profit to be earned from the contract (Le^ the contribution 

dly, the TPS generates a market response curve for each bid thai reflects the 
Kkelihood of winning the bid as a function of bid price. Use TPS also generates a c or responding 
contribution margin curve for the bid based on the cost of completing the contract as a function 
of bid price. The products of these two curves produces the expected contribution curve as a 
15 function of bid price. The bid price corresponding to the peak value of this expected contribution 
curve is the target price, or optimal bid price, for that particular bid 

An important aspect of the TPS is the ability to develop accurate market reqwnse curves 
for individual bids. These market response curves are generated by identifying a number of 
factors that appear to influence the uhimate market response. To isolate the correlation between 
20 specific driven and the ultimate market response, a large database of historical bid information is 

* 

constructed This database includes bid price and win/loss data for each bid, as well as 
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information relating to the various factors for each bid Regression analysis is then performed cm 
the data to identify the contlation between the various factors and the market response. These 
correlations, which are referral to as "drivers/ are then used to predict market response for 
future bids. That is, the development of market response curves involves (1) identifying factors 
that appear to influence the ultimate market response, (2) gathering a large historical database of 

* 

bid information and these factors, (3) applying regression analysis to identify statistical 
correlations between the factors and the market response, and (4) using these correlations as 
drives to create market predictive response curves for future bids. This approach can be used to 
develop separate customer and competitor response curves, or it can be used to develop a single 
or combined market response curve. This approach can also be segmented by geographical 
region, type of customer, type of service (eg., air and ground shipping) or any other type of 
division that appears to be appropriate fig a particular application. 

It should be appreciated that the specific drivers will change based on the type of service 
or good under bid and many other factors. As a result, the process of developing market 
response drivers for a particular bid system is an important aspect of the invention, whereas die 
specific driven identified for the parcel shipping industry is typical example of drivers that may 
be identified in to a particular application of the invention. 

While the invention includes a computer-based IPS for generating target prices as 
described above, it also defines a process for aeating the TPS and fw" using the TPS system as a 
support and training tool for marketing personnel. Specifically, the process includes creating the 
TPS, using TPS to improve pricing guidance for marketing personnel, streamlining the hid 
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• 

by empowering marketing personnel to make bids based on the ITS recommended target 



price, monitoring the success of the TPS in 



1)1* 1 1 



20 



ig hid win/loss outcomes, 
refining the TPS. This system refinement process includes monitoring the success and accuracy 
of the TPS, periodic updating to reflect new bid data in the TPS, the identification of new factors 
5 that appear to influence the market response and incorporation of these factors as new driven in 
the TPS. and refinement of ways in which maiketing personnel interpret and use the target prices 
produced by the TPS* 

It should be understood, therefore, that the invention is generally applicable as a method 
and computer-based bidding system for a wide range of industries, and may be applied to bid 
10 pricing systems for goods as well as services. Although the system is particularly useful for 

* 

identifying and utilizing factors that influence market response for portfolios of services, the 
same techniques may be applied to predicting the market response to bid prices for individual 
goods or services. 



Other octets, advantages, and features of the present invention will b 



It 



15 after review of the hereinafter set forth Brief Description of the Drawings, Detailed Descrif 
of the Invention, and Claims. 









r*T7 



FIG. 1 is a Mock diagram of 

invention. 

FIG. 2 is a Mock diagram of the 
as seen in FIG. 1. 



ON OF DRAWINGS 

in a typical TPS according to the present 



its in a 



(TPE)145 
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FIG. 3 is a graph illustrating the market response curve for use in the market response 
model and {dots of contribution and expected contribution. 

HG. 4A is a bifurcated graph illustrating the win probability curves for a large and small 
volume customer for volume-based segmentation where discount is plotted on the x or price- 
5 axis. 

FIO. 4B is a bifurcated graph illustrating the win probability curves for a large and small 
volume customer for regioiKbased segmentation. 

FIG. 5 A illustrates a graph denoting wins and losses wi th baseline points plotted. 

FIG. SB illustrates die graph of FIG. 3A with a win/loss curve plotted by a statistical 

10 ft 
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HG. 6 is a block diagram illustrating the key objects of die target pricing system and 
method. 

FIG. 7 is a block diagram illustrating the interactions of the market response model with 

« * 
otner system components. 

15 Hg. 8 illustrates the impact of the predictor coefficients on the market response curve. 

nFTATT Fn INSCRIPTION OP THE INVENTION 
With reference to the drawings and the specification for the present inventive target 
pricing method* the terms as used herein are hereby defined as follows: 
"Account": Hie highest level in business to business transactions. Accounts represent 
20 relationships with client businesses. 
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-Allowable Range": When gathering bid information, account executives can provide field 
observations of the competitor net price rather than rely an the competitor net price model. The 



•s-lltll'-H't 



allowable range specifies bow far the determined value may be bom the model's 
competitor net price. The allowable range is ultimately determined by the system owner. See also 
Warning Range. 

"Bid": A bid is a dearly specified package of goods ami serwees (called products in the Target 

rice will be negotiated (rather than automatically quoting list 
price). Also called a bid proposal. 



• ) i ] • . » v • 



to those 



THd Characteristics": Predictors based on attributes of the bid systen 
based on attributes of the account system object). 
"Bid Drivers": See Predictor. 

"Bid Status": Bid status specifies the current stage of negotiation for a given contract Bid status 
currently supported by the Target Pricing system include: 

"Under Construction": Account executive is in the process of putting the bid together. 

"PcmSngT: Account Executive is currently negotiating the bid. 

"Accepted": The contract for the bid has been signed. 

"Rejected**: The bid was not acceptable to the customer. 

Inactive": The bid was previously active, but the contract has ended 
"Coefficient": Every predictor has an associated coefficient calculated by the Market Response 
Model. Win probability is a function of these predictors (which measure key attributes of the 
accounts and die bids) and their coefficients (which measure the relative weights of the 
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predictors in estimating win probabilities). Also called a regression coefficient, since they are 



calculated using a 



regression routine. 



"Company: An object storing information about the business using target pricing and its 

> 

tors. Client businesses are referred to instead as accounts. 



"Competitor": A company whose products may be chosen by accounts to the exclusion of 



those of the Target Pricing user. More specifically, an object which records interesting data about 
the (physical) competing company. Associated with competitor objects are competitor prodi 



• tit**- 1, 



i a competitor net price model. 
"Contribution, Expected": 



inal contribution and win probability 



10 (expected contribution » marginal contribution x win probability). The expected contribution 
curve is the product of the market response curve and the marginal contribution curve, and shows 



expected contribution as a 



of net price. 



"Contribution, Marginal**: A measure of net revenue showing the excess of revenue over 
• immediately incurred costs (marginal contribution = net price - marginal cost). The marginal 
tS contribution curve depicts the relationship between net price and marginal contribution. This 

m 

"curve" is always a straight One. 

"Cost": All references to costs or cost models herein typically refer to marginal costs. 
One can track other cost measures (including allocated overhead and opportunity costs) for 



tg purposes. 
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* 

"Cost, Marginal": The incremental and avoidable costs of meeting the service 
requirements of the bid proposal. If the proposal includes a probabilistic element like warranty 
service, then the marginal cost is implicitly an expected value. 

"Cost Model**: An object which estimates the marginal cost of a product using a lookup 
table and an (optional) interpolation algorithm. Models may estimate prices using zero to three 
dimensions or through a functional relationship or from external sources. 

"Discount": The usual mode of operation for target pricing is to accept list prices and 
compute tarj^i discount levels. Discounts can be specified in terms of percentage off of list price, 
absolute dollar price, absolute dollar discount and ratio of our net price to competitor net price. 
Unless context dearly dictates otherwise, the use of the term dollar or dollars will be taken to 

* 

refer to not only dollars but to all currency types. 

"Duration'*: Duration is specified in the system to help convert quantities entered at one 
level to another. (Eg. if a weekly order for a product is entered in the system, but the market 

» 

response model is maintained for quarterly quantities, the system converts quantities from one 
period to quantities over the other period automatically.) Examples of these periods include: 
Daily, weekly, monthly, quarterly and yearly. 

"Global Dimension": The target pricing method includes a global dimension Hst 
specifying all of the axes along which accounts, bids, or companiw may be aggregated These 
global dimensions arc used anytime a collection of these objects must be specified or selected, 
and by default include all of the attributes of the objects. 
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"Marginal Contribution": Contribution made to the bottom line as a result of selling one 
uni t (marginal contribution = net price - marginal cost). 

"Market Response Parameters": Synonym for coefficients. See also Parameter. 
"Market Response Curve": The market response curves shows>the probability of winning 
5 a bid as a function of net price, for a particular market segment and holding competitor net price 



it Determining the market response curves is one of the major consulting tasks at the time 
of implementation, and is discussed herein. 



"Market Segment": A distinct duster of customers whose buying behavior (market 
response curves) is similar. Such a cluster is defined in terms of key measurement axes called 



10 market segmentation criteria, repr 



in thesy: 



global 



* Together these 



criteria 



all aspects of a customer that are of 



interest in predicting win probabilities. 



"Option": A product feature that can be acquired for an additional payment Targp 



g can also use options to model closely related products as variations 
15 product** whkh may not be offered in the market as a standalone. Zero or more options may exist 



ven product Options are 



1 1 K t| ll K >| | j » I 



1 in units per unit of product (eg. three-year warranty 
for one automobile). 

"Order, Option": An object storing information such as quantity desired for any options 
ordered as part of a product order. 



"Onto, Product": An object storing information such as quantity desired for each pr 



t 4111*1 



involved in a hid. 
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"Parameter": A parameter is an object thai controls the system's behavior or performance. 
These include the current definitions of global dimensions and predictors, and the current values 
of the coefficients. They also include various switches and values indicating preferred algorithms 
(where there are choicesX an example being the choice of currency units. The collection of all 
5 parameters is called a parameter set While only one parameter set can be active at a time, all 
historical parameter sets are stored to support retrospective analysis of performance. 

"Predictor*: Predictors are measurements or indicator variables used to estimate (or 
"predict") the win probability for a bid. They can be based on attributes of either the bid or 



objects* Initial sets of predictors, called bid drivers, are defined at the time of system 
10 installation Additional predictors can then be created by the system owner using the existing 
ones and any global dimensions. The market response model fits a coefficient for every predictor. 

Trice. List": The "standard" price for customers who do not negotiate, or the starting 
price for negotiations. TisT prices may or may m>t be publicized. 
Trice. Maximum": see Price Range. 
"Price, Minimum": see Price Range. 

a 

Trice, Net": Price net of discount off the list price. 

Trice, Target": The price which balances win probability and marginal contribution to 



•r »J I >s* i f : Hi i*- i 



target price must maximize expected 



maximize expec t ed contribution. The 
contribution subject to specified straiegic objectives, while the unconstrained ter^t price shows 
20 the optimal price in the absence of such long-term considerations. 
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"Price ModcF: An object that estimates prices using a lookup table and an (optional) 
interpolation algorithm. Price models are used to provide Kst prices and competitor net prices, 
and may estimate prices using zero to N dimensions or through functional relationships or by 
retrieval from external systems. 
5 Trice Range 1 *: As well as the contribution-maximizing target price, target pricing 

computes a minimum price and a maximum price within which account executives can negotiate 
bids. 

"Product": Products are the smallest items for which an optimum discount levc] is 
computed Physical products axe represented using bom product and option objects. The list of 
10 products is maintained by the user, along with Hst price and cost information* the list of their 
available options, ami any competitor products that compete with them. 

"Product Line**: A collection of similar products. Target pricing allows a single price 
model to be shared by all of the products in a product line. 

"Revenue": Target pricing uses several measures of revenue and profit See Contribution, 
15 Expected; Contribution, Marginal; Revenue, Gross; and Revenue, list 

"Revenue, Gross": All revenue received from the customer, i.e, the price that was offered 
and ac cepted (gross revenue = list price * (1 ~ discount) * quantity). 

"Revenue, List": The revenue that would be received if a bid were won without offering 
any discou n t (list revenue = Kst price ♦ quantity). 
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"Strategic Objectives-: Business requirements established by senior management to 
promote long-term corporate growth, possibly at the expense of near-term profits. Target Pricing 
supports direct entry of binding constraints in terms of: 

"Minimum Success Rale*: All affected bids will be priced to maintain the specified 
minimum win probability. 

"Maximum Success Rate": AH affected bids will be priced to maintain the specified 
maximum win probability. 

"Profit Margin Objectives**: All affected bids will be priced to maintain the specified 
gross margin (gross margins 1 -gross revenue / marginal cost). 

"Success Rate**: The ratio of bids accepted to bids offered 

"Win Probability": F-srimatpri probability of winning a bid at a given net price. The 
function relating win probabilities to net prices (holding all else constant) is the market response 
curve, sometimes called the win probability curve. 

The present inventive system and method calculates the optimum target price for 
making a bid which will be both profitable to the company making the bid, and which takes 
into account the likely bids of other third party biddos such thai the company's bid is 
competitive. Furthermore, as this application claims the benefit of VS. Provisional 

* 

Applications Serial No. 60/123345, filed March 5. 1999, Serial No. 60/122,938, filed March 
5, 1999, and Serial No. 60/178,501, filed January 27, 2000, the subject matter of those 
applications is expressly incorporated herein by this reference. 
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At a high level, the TP system can be envisioned as depicted in FIG. I. The Account 
Executives 105 on the left side, enter bids into the system through one of several types of 
computer interfaces: 

• Hie TP Bid Entry screens 110. These screens are provided with the TP system for 
5 customers who do not want or need one of the other alternatives. 

• A Legacy Account Management System 115. This is usually a proprietary solution 
developed by the user. For example, the IAS system at UPS . 

• A Sales Force Automation System 120. These are usually purchased from a 3rd party 
software provider, such as Stebel, Baan, Vantive or Oracle. 

to • A service bureau 125. Uses the standard TP bid entry screens, but linked to a Talus- 

managed server. 

• Other systems 130. Interface screens developed specifically for alternative 
hardware/software tods used by Account Executives, eg., PahnPilot 

» Product Vertical Interface 135. Interface provided as part of the product, but customized 
IS for a particular industry, e.&, freight transportation. 

m 

9 

Each of these different types of GUTs is used to collect account and bid information. Hie 
GUI then submits a completed bid via a communications link 140, which in a preferred 
embodiment may be a communications netwoik such as the Internet and/or in tranet, to the Target 
Price Engine (TOE) 145, which performs the optimization and returns the optimal price range at 
30 which to offer the bid. The TPE 145 in a preferred embodiment includes a TPE interface 147 to 
the various input options. The Account Executive 105 presents the proposal to the customer and 



WO 0052605 



PCT/US0W05846 



16 



(won or lost), the 



then negotiates with them. Once the final status of the bid has been 
bid is updated in the system. 

The TPE 145 supports analysts via an analysts interface 150. The TEE 145 may also 



generate in some embodiments product report data, which may populate a reporting data store 
5 155. Data extracted from this data store 155 may fonn the basis of business objects 160 that may 

be used in reports 165 and alerts 170. 

Ha 2 provides a more detailed block diagram of a typical TPE 145. Bid information is 

collected via a front-end interface 205 such as those described above and submitted to the TPE 

145. This information is received by the TPE interface 147 that extracts the information which 
10 is received in one of a variety of established ceimnunications formats such as EJB, JNI, XML or 



other suitable encoding. The extracted information is passed to the Target Pricing Calculator 
(TPC) 210. The TPC uses parameters developed by the batch system, in order to perform its 
optimization in real-time. The key inputs are the product model (including costs) 215, and the 
parameters used for calculating market response. The Market Response Model (MRM) 220 is 
15 run at regular intervals to update die 'market response parameters in r e sponse to recently 
observed ttd data. The System Own 

required inputs are entered into the system, and for vetting its outputs before they are used by the 
TPC The MRM can be run manually or on an automated (batch) or semi-automated basis The 
TPC may also utilizes information derived from a competitor net price model 225, strategic 
20 objectives 230 and an analysis/benefits module 235. Data for the various models may be stored 

♦ 

in a system parameters data store 240. TPC bid information may be stored in a bid data store 
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m 

245. A report data extractor 250 may be used in some embodiments to extract bid data from the 
bid daia store 245 and to place the extracted bid data in a reporting data store 155. 

* 

The various data stores may be implemented via a variety of organizational structures such 
as a database architecture, a file storage scheme or other structure as will be known to those 
skilled in the art in a preferred embodiment, a relational database is used as Ae storage 
structure; however, hierarchical, object-oriented, spatial or other database architecture could be 

■ 

used. Further, the data store could be organized in flat files utilizing an appropriate structuring 
such 8S flat record tables, hash record tables or other known organizational structure. 

■ To calculate the target bid price, several steps need to be performed. Initially, the bid must 
be priced preferably using the list prices in a product model, as discussed below. These prices 
may be gathered directly from current data or obtained from a 3rd party or proprietary pricing 
system. Other third party software products such as Siebel Sales and Trilogy SC Price* can be 
used in generation of the initial prices. 
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Then the bid is costed using the costs in the product model. These costs may either have 
been gathered manually or obtained from a proprietary costing system from third parties as is 
known in the art or could be retrieved in real-time from external systems. 

Once the bid is costed, then an equivalent competitor net price for the bid is calculated 
3 This is the price the competitors) would charge to this customer after any discounting has 



occurred The list prices for competitor products are preferably maintained in the product model, 
but an appropriate discounting mechanism must be applied to the list prices to determine the net 
price. This is preferably done by a competitor net price model as discussed below. 

Then, the probability of winning the bid as a function of the company's price is 



10 calculated This is preferably calculated using the parameters from a market response model as 

« 

described below. 

In addition, the benefits of target pricing over the company's existing pricing approach 
can be calculated The logic for the pre-existing pricing method is preferably maintained in a 
benefits model as described betow. 
15 As is apparent from review of the^bove steps, the present inventive method is readily 

adaptable for use in an automated system, such as m software executing on a computer platform. 
Nonetheless, the steps of the present method can be performed by hand as the models as 
d isclo sed herein can be generated and maintained manually. 

The method further preferably includes optimization processes to generate die optimum 
20 target bid price. The first optimization step is to compute the price that maximizes the expected 
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contribution for the bid, which is done by balancing the contribution which increases as price 
increases, and the win probability, which decreases as price increases. 

Given the target price computed above, any discounts must be applied to each product 
within the bid This is performed using a second optimization process. The steps of balancing 
the contribution and the win probability are repeated taking into account any strategic objectives 
that have been specified Examples of strategic objectives audi as minimum success rates can 
override the initial values calculated. 

The present inventive method utilizes a market response model in calculating the target 
bid price. The market response model (MRM) calculates the win probability as a function of 
price through the examination of historical tad infonnariOT at van 
that the customers be segregated into distinct market segments- The market segments are 
determined through a detailed analytical investigation prior to the use of the present method 
A further module that is alternately used in the present method is a reporting module that is used 
to produce reports (ma regular or ad-hoc basis. 

The market response model (MRM) provides two main services which include: 

1. Computing a market response for a bid 

2. Generating model coefficients given market response variables. 

To provide these services the market response model supports Iowa* level services which 
include: 

L IniuaHzeMRMForBid The Target Pricing Calculator (IPC) in voices this service once for each 
bid prior to starting the optimization. Once a bid is known, the values of all variables except 
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those based on price are known. This service evaluates each of the price-independent variables 

sum. 
Input 

• Active Parameter Set (reference to object) -query to object server 

• Bid (reference to object) - parameter passed by TPC 

• Account (reference to object) -lookup from bid object 
Output 

• No direct outputs for this setup step. On completion saves the sum of the computed price- 
independent terms. 

• Returns status code and description. The following status codes should be supported: 

1. Successful completion 

2. Ignoring competitors) unknown to MRM (names of competitors in description) 

3. Unknown competitor* using parameters for 'generic competitor* (names of competitors in 
oesenpuonj 

4. Bailed to transform variable(s) (name of variables in description) 



Invokes: TranrfbrmPricelndqwidentVariAles (implemented in 'black box') 
Description: The TPC calls this service prior to doing the optimization. During the optimization 
the system user's average bid-level price is the only variable in the market response function. 
This service determines values of the indicator and bid (predictor) variables. It partially computes 
the market response model formula by finding the sum of the price-independent terms, retaining 
pice-dependent terms as variables. 
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Procedure: The active parameter set contains the model parameters, definitions of model 
variables and the type of model to use (for the preferred embodiment this is either binomial Jogjr 
or multinomial logit). 

L Find Model Type from Active Parameter Set (model type can be binomial logit or 

* ■ 

multinomial logit), 

2. Compare list of competitors in bid with competitor in Active Parameter Set Return 
appropriate status code. The following steps must be completed for all status codes except 
Tailed to transform variable^)'. 

3. Take each pice-independent term from the expanded model representation in the active 
parameter set and compute its value. 

4. Sum the values of the price-independent terms hi the active parameter set and stoic the 
values. 

At the end of this step the market respond 



Binomial Farm: 

1 

prob {Win ) = — — — _ - 

1 + e 

where prob (Wm) is the probability that the system user wins the bid and & is the sum of the 
price-independent terms. This formula assumes the other (than system-user) as the reference in 
the model. 
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litis formula will return the probability of winning for the system user if we code the 



dependent or response 



D* signifies a win for the system user and a T for a 



loss. Another way of saying this is dial the system user is used as references The system user 
should be used as the reference because the system user is the only choice that is available on 

■ 

every bid 

Knowledge of the reference is important because the use of a reference determines the 



interpretation erf the parameters and the form of the price-dependent terms (in general all choice 
dependent terms). If the 'other' is used as the reference, then all prices should be relative to the 

transformation of one of these to 



other. Thus we might use or p *+* or some 

obtain the relative price. The price-dependent terms are computed in the custom code and thus 



the form of the price tc 



win 



its i 



tali on. 



Multinomial Form: 



prob (win ) = 



1 



kj + price _ dependent _ terms j 



where 



is 



the sum of the price-independent terms indexed by competitor 'j ' . 

» 

T is the set of all competitors named in the bid. This form of the formula assumes that the 
system-user is used as reference in the model. 

2. CalculateWinPtobaKKtyGi venPrice. The Target Pricing Calculator (TPC) invokes this service 
during the line search to determine the target price. The values of the price-dependent variables 
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m 

arc computed based on the given price. This is plugged into the formula along the values 
computed by InitializeMRMForBid to obtain the win probability. 

invoked by: Target Pricing Calculator (IPC) 

# 

Input: 

• Average bid-level price for system user's bid - parameter passed by TPC 

• Acti ve Parameter Set (reference to object) - system parameter 

• Bid (reference -to object) - parameter passed by TPC 

• Account (reference to object) - lookup from bid object 

• Values computed by InitiaKzeMRMFbiBid 

Output: 

• Win probability corresponding to the input price. 

• Sta tus code 

• The following status codes should be supported: 
L Successful 

2. Failed to transform variables) (with variable names in description) 
Invokes: TransfonnPriceDependent Variables 

Precondition: InitializeMRMForBid is invoked before this service. 

Note: Average bid-level price is given by: 



WO 00/3M03 



pcT/usootoSM 



24 



I Pi % 
i 



where ^*and * arc price per unit and quantity m product order L 



Procedure: 



1. Invoke TransfcOTnPriceDepcndcntVariaWcs once for each competitor. Invoke with syst 
user's price and competitor's price. 

2. Sum the values of die pricc*kpendentjtenns j n the model. 

3. Obtain model type from active parameter set 

4. Evaluate the following formula based on model type: 



Binomial Form 



10 



prob (Win ) = 



where prob(Win) is the probability that the system user wffl win the bid, * is the sum of the 



price-independent terms, and m is the sum 



Muhinormal Form 
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1 



where prob (win) is the probability that the system user will win the bid, J is the sum of the 

price-independent tenns indexed by competitor *j* , m 'is the sum of the price-dependent terms 
indexed by competitor *j* and T is the set of all competitors named in the bid. 

This formula assumes that th e system user is used as the referen ce. 

3. GenerateMRMCoeffidents. This service is invoked from the Analyst WorkBench. The data 
filters are applied to the historical bids in the database to obtain the set of bids that will be used 

■ 

for model fitting. The regression is run to obtain the coefficients of the variables. The model 
diagnostics am written into an output file. 



•II •» "< I i "I 



10 Invoked by: Analyst W< 
Input: 

• Parameter Set (reference to object) - quay to object server 

• Set of historical bids -query to object server 

Output: 

« 

15 • Coefficients of MRM variables (save to parameter set) 

• Error in coefficient estimates (save to output file) 

• Model fit parameters (save to output file) 
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Invokes: TiansfiDnnPriccDependeyrtVariA^ TYansfbrmPriceln^ 
TransfonnDiscietcVanables 

Procedure: This procedure performs regression for different model types. Currently, 
'multinomial logistic* and Trinomial logistic* models are supported The model type is indi< 
5 in the para 



1. Apply date filter and 'Exclude Bid* flag to set of historical bids to leave out undesired bids (if 
'Apply Exclude Bid' flag was set by user- this is indicated in the parameter set). 

2. Apply filter rules described in next paragraph 

3. Invoke TransfonnPriccIndq)cnricntyariablcs > TransfonnPricelndependentVariablcs and 
Ti ansf 6i i uDisciete Variables on each bid to form dataset for regression. 

4. Run regression for Model Type in Active Parameter Set. The details of the regression 
computations are not described in this document Binomial statistical regression will be 
performed using the services of third-party software such as Roguewave. 



ratio 



5. Save output of regression in output file. This includes model fit parameters (Ukelil 

test) and standard errors in coefficient estimates The location of these files is stored as a 
system parameter (LOO JRJ3S ^LOCATION). 



6. Save coefficients fi 



Fiber Rules 



n in active parameter set 



1. Exclude bids won by competitors MOT named in the list of competitors in the Active 
Parameter Set if 'Generic Competitor* option is not set Do not exclude if this option is set 
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2. Exclude bids with 'Exclude Bid' flag set Of chosen). 

Error Situations: Hie following error situations can occu 

1. Market segment variables in MRM undefined in bid 

2. Market segment variables has invalid value in bid 



5 These conditions occur when new market segment variables have been created or existing 

ones modified after the bid was last updated. 

4. ExpandParameterSeL This service is invoked by the Analyst WorkBench prior to running the 
regression or displaying the model coefficients if the parameter set does not contain the exj 
model iepn 

10 Invoked by: The object server during the process of setting a parameter set as the active one. 



» 0| [*\* % 



M»:ii mi 



• Reference to Parameter Set 

• Market Segment Definitions 

• Discrete Bid Attributes Definitions 



IS • Output: 



• Expanded representation for the Parameter Set (see Addendum Bl for Expanded 
Representation) 

Procedure: 



1. Clear existing expanded representation if applicable. 
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Z Refer to market segment variable and discrete bid attribute definitions and find cross- 
products of the crossed discrete variables. 

3. Use the Indicator Variable Oeation Rules** in next paragraph to create indicator variables. 

4. Save representation along lines described in Addendum Bl . 
Rides for Creating Indicator Variables 

1. Competitors: If there are V competitors and a system user (total of n+1 companies), create 
V indicate variables for competitors. Hie system user will be the reference, thus, no 
indicator variable will be defined for the system user. 

2. Discrete Variables: If a set of crossed discrete variables has V possible values then V 
indicator (dummy) variables needs to be created. Only (n - 1) of these will actually be used, 

m 

however. The choice of which to leave unused is based on the following: 

• If the model coefficients are entered into the system by the user, the user chooses which 

crosa-pioduct term to leave out This choice is indicated by entering a NULL coefficient 

for the chosen cross-product term* 

If the model coefficients are generated by cunning a regression within die system, the 

* 

system arbitrarily chooses the cross-product term to leave out. 

5. TransfonnPricd)ependentVariaMes. This service is invoked by the following two services: 
CalculateWmProbabilityGivenPrice and the GenerateMRMCoefficient& It produces a set of 
values of market response drivers each of which involves a price variable and possibly other bid 
attributes. Bid attributes may refer to new bid, currently active bid or historical bids. 

Invoked by: C^cuJ^WinProbabiUtyGiv^nPrice, GenerateMRMCoefficients 
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Input: 

• Reference to bid being evaluated (passed aa parameter) 

• System User* 3 Price (passed as parameter) 

• Competitor net price (passed as parameter) 
5 Output: 

• Values of transformed hid attributes 

Procedure: Since die number and identity of competitors varies by bid, 
TransfbnnfticeDepcndenlVariablcs wiU only produce the values of price-dependent variables 

* 

based on one price variable at a time (either system user's or competitors' price). Thus 
10 CalculateWnProhaWK must invoke TransfcmnPriceDependentVariablcs once for 

« 

each price variable. 

6. TransfonnPricelruier^demVariabfes. This service is invoked by the IrutializeMRMForBid 
and the GenerateMRMCoefficients services. It produces a set of values of market response 
drivers involving functional transformations of non-price bid attributes. Bid attributes may refer 

15 to new bid, correctly active bid or historical bids. 

Invoked by: InitializeMRMfoiBid, GenerateMRMCoefficients 
Input: 

• Reference to bid being evaluated (passed as parameter) 
Output: 

20 • Values of transformed bid attributes 

7. TransformDiscrcteVariables. Produce a set of values of market response driven. 
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* 

Invoked by: InitializeMRMforBid, GenerateMRMCoefficients 

Input: 

• Reference to bid being evaluated (passed as parameter) 

• Values of transformed bid attributes 
& GetMceDependemVariableNames. 

9. GetPricelndependentVariablcNames. 

10. GctDiscreteVariableNames. 

11. CfetDiscreteVariableLevels. 

These last four services return the names and descriptions of the market response drivers 
whose values are produced by Tra^cHmPriccDependpitVariables^ 
TransfonnPriceJndependentVariabtes and TransformDiscreteVariables. 

Rgure 7 illustrates the MRM, wfakh consists of the model parameter sets 710 and the 
services 720 as enumerated above, and its interactions with the Target Pri ce Calculator (TPQ 
210 and die historical bids 730. 

Many situations require that the target pricing user select or specify a group of similar 
objects, for example "all small accounts." This is implemented with a "global dimension 
object," which specifies a grouping variable (like size) derived from the attributes of an object. 
This operation can be applied to company, account, bid or product objects, and is used in market 
response modeling for estimating how different types of customers react to different prices. It is 
also used in reporting as it enables the user to analyze results in order to understand system 
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* 

and/or customer behavior. Further, the global dimension object can be used in applying strategic 
objectives which enable the user to modify the default operation of the system in order to achieve 



ic strategic goals, such as minimum win rates* 



The dimensions allow 



tor net price modeling which enables the user to model 



5 competitor discounting behavior once again using some farm of market segmentation. It also 
allows benefits modeling that enables the user to model pie-existing ("buaness-as-usual" (BAU)) 
pricing methods. 

Global dimensions are created whenever the user of target pricing desires to do one of the 
above. And as one might assume, they can be used for more than one of the above purposes. For 



10 many of these uses, the global <fi 
as market segmentation criteria. 



are used for segmenting the TP user's customer*, Lc f 



There are three distinct types of global 



: discrete, continuous, 



Discrete segmentation is used to group customers into specific buckets. For example, consider 
the following discrete market segments: North, South, Other. A customer will be grouped into 



15 one and only one of the 3 segments: North, South or Other. 

Continuous segmentation is used to group customers into specific buckets using a 



continuous indicator variable. For example, consider the following continuous market segments 

♦ 

of Annual Revenues: Small: 0-S10M; Medium: S10-50M; Large: Over $50M. Customers 



will be grouped into either Small, Medium or Large depending on their annual revenues. As their 
20 annual revenues change or the definition of the Small/Medium/Large breakpoints changes, the 
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customers will be automatically reclassified The underlying continuous variable (revenue) is 
called the -base variable." 

Hierarchical market segmentation is a specialized form of discrete market segmentation, 
what these is more than one layer of segmentation. For example, consider the following 
5 Hi erardncal market segmentation of Geographic Region: North: Maine, New York, etc.; South: 



Florida, Georgia, etc A cusi 
as the North segment 



New York is classified in the New York segment, as well 



Accordingly, market segments are used for purposes such as market response modeling, 



reporting, strategic objectives, price and cost modeling. 



tor net price 



nil. if** 



ling. 



10 



Fits modeling. 



Market 



are used for market response modeling in the following manner any 



market sej 



'J I % - 



that are defined for a specific IP 



ion are automatically available for 



Market Response modeling. However, it should be noted that since each segmentation criteria 



that is added in 



the dimensionality of the sample space, there is a finite Emit to the 



15 number of market segments that can be used while still maintaining the statistical integrity of the 
system. For example* consider the following market segments: Qistomer size: small, medium. 



large; Account size: small, medium, large; Customer region: NE, SE, NW, SW; International 



Industry: Mi 



flint::* into 



ing, Service. 



The sample space implied by this set of customer segments is: 3x3x5x2=90* This means 
20 that for every 90 bad transactions we are able to observe, there is (on average) 1 observation per 
(final) customer segment In reality, since some of the market segments will be more populous 
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than others, there will be many market segments where no observations are recorded This 
characteristic may double, triple or more the total number of observations needed. In addition, 



note that we need wins as well as losses, so the 



number of transactions will be doubled 



As a result, suppose that at least 10 wins and 10 losses are needed to model each market segment 



5 (the exact number will 
above, we will need 



on how closely correlated the data is). This implies that for the 



(90 market segments) 

(10 observations) 

(23 assumed soaneness factor) 



10 = 4500 observations 



15 



This number is reduced considerably if one of the above 
example, with the Region segment removed, we only need 

(18 market segments) 

* • (20 observations) 

♦ (23 assumed soarseness faetor) 
s 900 observations 



I \Y.i I 4~ 



segments is removed For 



Mmfcet segments are used for reporting purposes. Any market segments that are defined 



20 for a specific target bid price can be used in reports. The market segments can be selected to 
aggregate data along the x-axis. For example, in the above example, we could produce reports 



displayed average target prices by: Customer size, Account size, O 



Region, and 



Industry. 



Market segments are used to enter strategic objectives. Examples of a strategic objective 



25 are the minimum/maximum win rates. Using the previous example, a user could decide to 



increase market share by: Customer size, Account size, Ci 



1 1 > 1 1 > *» 



Region, and Industry. For 
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m ■ 

example, a user may decide to set a minimum win rate of 40% for all SmaJJ customers in theNE 
who arc in the Manufacturing Industry segment. 

For product modeling, global dimensions are used to enable specification of product Est 
price and (variable) coats. Any global dimensions that are defined for a specific target pricing bid 
are automatically available to use for price and cost modeling. Both list prices and costs arc 
maintained in the product modeL 

Hie Product Prices and Costs in pnftrred embodiment may te 
dimensional (or less) table. Dimensions are chosen from the Global Dimensions list or are 
defined by the System Owner. The Target Pricing system will support a standard or fixed set of 
dimensions, termed as the "global dimensions" list This list will most likely contain dimensions 
such as Size, Region, ami Ordered Quantity. The system will also support the creation of a new 
dimension name that is not already part of the global dimension BsL The dimensions defined 
within the global dimension list will also have the dimension categories specified. For example: 
Region may have categories defined as North, South, East and 

West; while Size may have categories defined as Very Large, Large, Medium and Small. 
These definitions then populate the Price (Cost) Model templates, allowing the user to specify the 
price (cost) for each tuple. For example, suppose that for a particular product we had the Price 
Model defined over two dimensions: Region and Size, where each dimension has been 
categorized as follows. In this case the Price template would look like: 

Dfotfisfenl: Rested Dimension 2: Sbe price 

East Very Luge 
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SmaD 



West 



Vetyiaijje 



Msdhnn 
SmaD 



lit, ill* 



Large 
Medium 



Sraafl 



South 




The System Owner woul d then specify the Product-Price for each 2-tup!e in the above 
template. While defining each dimension the System Owner is also required to prescribe how the 
dimension categories should be interpreted. That is, "look-Up" (discrete) or "Interpolated" 
(continuous and exact value to be derived). 

At the time of order taking (or at the time of bkl construction or bid entry, as this action 
has also been referred to), the Sales Representative will collect the data that is required to map an 
account, bid and/or product order according to these dimensions. 

With all the necessary information captured, the system must now compute the price 
(cost) for a particular product order. In what follows we have attempted to structure it as one 
might dunk through the process. What eventually gets implemented in the system may differ if 
efficiency short cuts are recognized and adopted Before we proceed with the rest of the 
discussion, it is worth pointing out that the specifications laid out below greatly simplify when 
ALL dimensions within any of the different models (Price, Cost, BAU Price, Competitor Net 
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Price) are specified as "look-up* dimensions. In that case the entire algorithm reduces to Step-1 
below, which is essentially "looking up a value from a table 99 . In every other scenario (that is, 
where there is at least one dimension specified as an "interpolate- dimension) the following 
algorithm, which may be better termed as "multidimensional linear interpolation", applies, 

A brief summary of the algorithm is presented below before we dive into the 
details/specifications for each step. 

• Step I: Get total number of dimensions La price (cost or other value) mode). Set values 
for look up dimensions* and let N = number of interpolate dimensions. 

• Step 2: Find "segment' 9 in which desired point Des: Box defined by 8 points if N=3; 

Rectangle defined by 4 points if 14=2, line Segment defined by 2 points if N=L 

» • 

• Step 3: Do N iterations, each of which consists of lor more linear Interpolations 
between 2 points and reduces the number of remaining points by a factor of 2. After N 

*- 

steps there wfll be Just 1 point (the desired me) remaining. 
Step 1 : First Resolve All *1jOOK-UP" Dimensions on the Product -Onto 

Resolve the "Look-Up" dimensions before the Interpolate" dimensions. For example: If 
a product's price mode] has been defined over three dimensions, two of which are of "Look-Up" 
type and the third of Interpolate" type. Separate these out and resolve the "Look-up" 
Dimensions first. 

« 

Example 1: 

Consider the following scenario where a particular Product's Price model is defined along 
the following dimensions: 
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• Dimension I: Region as [States of the USA]: Look-Up 

• Dimension 2* Quantity as (10, 25, 50 and 100]: Interpolate 

• Dimension 3: Body Type as [2~Door Coupe, 4-Door Sedan & 5-Door Wagon]: Look-Up 

For an Order on this Product, the Saks Representative has noted the following 
information in the Product Older entry screens for each dimension [CA, 80, 4-Door Sedan). 
Ckariy what the system should do at this point, is recognize that the "Look-Up" dimensions can 
be resolved immediately. That is the system should recognize that the Product Order under 
consideration rests between the 3-tuples: [CA, 50, 4-Door Sedan] and [CA, 100, 4-Door Sedan). 

Assume that the price far the 3-tuple [CA, 50, 4-Door Sedan] is prescribed as 15,000 per 
unit and the price for the 3-tuple [CA, 100, 4-Door Sedan] is prescribed as 14,500 per unit Then 
dearly the price for the product order 3-tuple of [CA, 80, 4-Door Sedan] lies between these two 
values. This is what we need to compute eventually. 
Example 2: 

Consider the following scenario where the same Product's Cost model is defined along 
the following dimensions: 

• Dimension 1: Region as (States of the USA]: Look-Up 

• Dimension 2: Quantity as [10, 25, 50 and 100]: Interpolate 

• Dimension 3: Distance JnJVlDes as [50, 100, 250 and 500]: Interpolate 

For an Order cm this Product, the Sales Representative has noted the following 
information in the Product Order entry screens for each dimension (CA, 80, 150). Clearly what 
the system should do at this point, is recognize that the "Look-Up" dimension can be resolved 
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immediately. That is the system should recognize that the Product Order under consideration 
rests between the 3-tuples(CA, 50. 100X (CA, 50. 250), (CA, 100, 100), and (CA, 100, 250). 
Then clearly the cost for the product order 3-tupleof (CA,80, 150) lies between the cost at these 
four points. This is what we need to compute eventually. 

* 

Step 2: Identify "Relative Position* of the Product-Order 3-Tuple 

However before we can confute the price we must first identify the -relative position" of 

• * 

the product order 3-tuple. In the previous example it was fairly easy since we had just ONE 
"Interpolate" dimension. 

Let us introduce some notation before we proceed further. Let X,y and Z denote the 1st, 
2nd and 3rd Interpolate* dimensions defined in the Product price (cost) model Let the various 

categories (break-points) for * be denoted by 4j] where ^=1, 2,..., V Similarly for Y and Z. 

For any Product Order 3-tuple denoted by we could find *, ' and m , for each 

interpolate dimension within the Product price (cost) model, such that the following is true: 

4*]<x£j(*+l) Expression 1-a 

yffl < y £ jf / -l-l) Expression 1-b 

4m)<i54«+lJ Expression 1-c 

■ 

Generate the set of points that "enclose" the desired point by taking the C^rteaan product 

^ { 4*).4*+D K | jffloff+D, and {^ m ^ +1 J} tog^ with any "look-op- d»mensi<ms 
that may be specified. 
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Note: If for any dimension, Expression 1-a, 1-b or l< is not true (that is, a dimension 
value is either below the lowest break-point or above the highest break-point) then the system 
could adopt one of the following two possibilities consistently: 

1. Hard-Boundary Conditions: The system reports an error condition. That is, if ^ < *W or 

5 * >J i n *l (or similarly for *and z ) then the system should return an error condition. 

Implementation of this alternative must be weighed against the chances (or probability) of 
such situations occurring frequently. If it is important to implement this approach (that is, 
report an error condition), and the system user notices this scenario arising frequently, then it 

♦ 

may mean that the associ ated price, cost (or other) model should be revised to include a 
10 broader range of break points* 

2. Soft-Boundary Conditions: The system returns the value at the boundary in question. The 
impact of this approach should be recognized in that it could translate to "di sproporti onate** 
price (cost or other value) calculati cms. If the system users ate unaware that the "values" 
reported by the model are "truncated" or "capped" at the boundaries, this may lead to distrust 

15 in the system functionality and pricing recommendations. 

Clearly, both approaches have their merits and demerits. My personal preference is to adopt 
the second approach described above, but this may not be the ideal approach in some cases (or 
for some clients). A way around this would be to make Soft-Boundary Conditions the default, 
and provide a "flag" (check-box) within the Price (Cost or other) Model template (within the 

20 Analyst Workbench GUI). The flag would allow the user to de-select the default "Soft- 
Boundar/* approach. When de-selected the system would adopt a "Hard-Boundary* approach, 
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which reports an error condition when the supplied values arc outside the boundaries of the 
model description. For the Oriental release we will simply use the Soft-Boundary Condition 
approach. 

Example 1 (continued): 
5 We have the following data provided (just one interpolate dimension) 

(CA,x,4-DoorSedan) a (CA$ w 4_Door Sedan) 

* 

Which allows us to write the analog of Expression 1-a as follows: 

50<80<100 

That is, as previously mentioned the desired price point lies between the price points for 
10 (CA, 50, 4-Door Sedan) and (CA, 100, 4-Door Sedan). 



We have the following data provided 

(CA *** y) =(CA, 80,150) 
Which allows us to write the analog of Expression 1-a and 1-b as follows (that is, a pair 

* 

15 of inequalities this time, since we have two "interpolate" dimensions defined for die Cost 
model): 

30 < 80 < 100 
100<I50<250 

■ 

That is, as previously mentioned the desired pice point is enclosed within the price 
20 points for (CA, 50, 100), (CA, 50, 250), (CA, 100, 100) and (CA, 100, 250). We generated these 
points by taking the Cartesian product of the sea (CA), {50, 100) and (100,250}. 
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Step 3: Compute the Desired Interpolated Value 

We are now almost completely equipped to compute the price of the Product-Order as 
specified by its associated 3-tuple. The last piece of information we need to collect is the price 
(cost) from the Product Price (Cost) Model template for the following 3-tnples identified in the 
5 previous step. 

The algorithm is an "iterative" approach along each of the interpolate dimensions. 
However since we know that we will be supportin g "at most" 3 interpolate dimensions the 



to this algorithm is 1 



at 3. It successively reduces the problem size by 



one 



n at each iteration, until it reaches the exact solution. Before we proceed with the 



10 algorithm description, we introduce one final piece of notation. The price (cost or other value) at 
fry. 3 shall be denoted by Similarly, the price (cost or other value) at WW. jOTttf»D 
shall be denoted by Intermediate results at points such as (*»>W**[ m 3) shall be similarly 



denoted by 



Iteration 1: Fix the first interpolate dimension at *=* by interpolating along the X-axis to 
IS compute the prices at the points: 

2. ( ? .^ + «.4«D ;Il rte n »Iatei^attI«i«^ (AHti***.*®** 
(4*+lLyP+U.2(m]) 

20 (4*+lJ,)OT.2fr»+l» 



* 
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Iteration 2: Fix the second interpolation dimension at ' ~ ' by interpolating along the Y-axis to 
compute the prices at the points 

Iteration 3: Fix the third interpolation dimension at * - z by interpolating along die Z-axis to 
compute the price at the point 

1- (x f y,z) : Interpolate prices at the points (x,y,z[m]) and (x*y,zlm+l]). This is just simple 

* 

10 linear interpolation along one dimension. 

Some general notes with respect to the above discussion: 

1. Within each of these iterations the generic Interpolation formula to be used is 

Where W^yCsJ.*})^ W«J»M v ]»4 w 3)aie the given "end-points" of the interpolation and 

15 fm and am their respective prices (costs or other valueX and C*M.3t*].*(cDj 8 the point of 
interest [that is, the points) whose price(s) we are interpolating at each iteration). 

2. The distance function, specified as: 

rfI(4eJ,yI/I,4*)).(4HMa4yT)]= VW«1-4AJ) 2 +(>tT]->[fl) 1 +(^U]-4>l) , 
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is the Euclidean distance between the two points that are prescribed as arguments to the distance 
function. 

3. With less than three interpolate dimensions to a price (cost or other) model, we make the 
following observations with respect to scenarios of less than 3 interpolate dimensions: 

a) Two Interpolate dimensions: Step 3 of the above algorithm simply reduces to Iterations 2 
43. 

b) One Interpolate dimension: Step 3 of the above algorithm simply reduces to Iteration 3. 
If implemented as a Do Until" or "Repeat Untfl" (iterative) loop, this aspect does not 

* 

require to be specially addressed - the implementation will adapt itself to the number of 
10 interpolate dimensions automatically. 



1 




II. » * 




1 



15 



pricing bid by allowing discounts to be applied to competitor list prices across any defined global 
(fimension. The discounts are used to airive at net prices. The competitor list prices are 
maintained in the product model. 

The BAU Price and Competitor Net Price models have one additional attribute besides 
the dimension names and dimension type Hook-up** or Interpolate") already discussed above 
with respect to the cost and price models. This additional attribute has been labeled "Model 
Type**. The various values that "Model Type** takes on depend on whether the template is 
describing the BAU Price or the Competitor Net Price Model. For each these have been detailed 
20 below: 

BAUPrice 
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1. Discount off List Price 

2. Cost Plus 

3. Going Rate 

* 

Competitor Net Price 
5 1. Discount off List Price 

The obvious overlap between the BAU Price and Competitor Net Price model suggest 



All data necessary for computing the BAU price and Competitor Net Price is captured at the 
10 point of product-order entry. The Sales Representative GUI screens have been designed with this 



requirement in mind. 

Reflection on die three Model Types reveals that each of them have the following two 




Data 



» for these models is exactly the same as 




properties. 




15 



sl Discount Off List Price uses the 'list Price- as the "Base 



Value" 



b. Cost Plus pricing uses "Cost" as the "Base Value 1 



c. Going Rale pricing uses the average, minimum or maximum 



"Competitor Net Price" as the "Base Value" This last model 



20 



has another layer of this logic/reasoning built into it, since 
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the Competitor Net Price itself uses the "Competitor's List 
Price H as the "Base Value" 
2. Each applies an "Adjustment Factor to the "Base Value" to derive 
an "Adjusted Value" 

a. Discount Off List Price uses the "discount on list price" 
prescribed as the "adjustment factor"* 

b. Cost Plus pricing uses the "percentage over cost" prescribed 
as the "adjustment factor" 

c. Going Rate pricing uses a prescribed "offset on the 
competitor's net price" as the "adjustment factor". Aa 
mentioned before the "competitor net price" itself involves a 
further level of this logic/reasoning and in feet uses a 
"discount off (competitor's) list price" as the "adjustment 
factoi". 

With this understanding die algorithm specification simplifies to the following: 
Step J: Compute the ''Base Value* 

In computing the "Base Value" the multi-dimensional linear interpolation algorithm 
specified above may have to be used if the 'Vase Value" has at least one "interpolate 
dimension"* 

Step 2: Compute the "Adjustment Factor" 
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Since the "adjustment f acton" are described through a model similar to the Price and 
Cost mode) (i.c multi-dimensional tables, with the ability to interpret each dimension as "Look- 
Up" or Tnterpolate-X the algorithm above would apply here as well 
Step 3: Compute the "Adjusted Value* 
The "Adjusted Value" is either 
\. Discounted Price off the List Price 
2* Price over the Oost 
3. Offset over the Competitor.Nei Price 
It is computed easily as follows: 



or negative). This implies that if the Adjustment Factor is 5%, then the value it assumes in the 



L Discounted List Price 

DiscountedlistPrice = (1 + DiscountOfflistPrice) • List Price 

2. Cost Plus Price 

CostPlusPrice = (1 + CostPlusOffeet) • Cfcst 

3. Going Rale Price 



AdjustedVabie = (1+ AdputmentFactor) • Bate Value 



where it is understood that "Adjt 






>r = AdjusTmenSFactorAsPercentage / 100 



The exact formulation for each case is as follows: 
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Going Rate Pricing is further class Red as follows: 
Case Average: 



GoingRate = (1 + CNPOffset) • CompetitoxNctPric^ In) 



Where 71 is the number of Competitors . 
Case Minimum: 

« 

GoingRate ■ (1 + CNPOffset) • (min {CbmpetitorNetPrice, }) 
- Case Maximum: 

GoingRate = (1 + CNPOffset) • (max {CompetitorNetPricej }) 
For each case above the Competitor Net Prices are computed as follows: 
CompetitoNetPricq = (1+ DiscountOfCompetitoi istPricq) • CompetitoiistPricq 
For benefits modeling, global dimensions are used to compute the target pricing benefits. 



Benefits are mo d ele d by simulating the difference between target prices and their cor iespo n ding 
expected contribution versus prices as determined before usage of the target pricing method and 
their corresponding expected contribution leveL Prices determined before the usage of target 
pricing can be modeled using global dimensions. 

The market response model (MRM) performs three key functions: updating the 
coefficients for market response predictors on the basis of historical data (these updated values 
can be rejected or altered by the user); for a particular bid, evaluating the price-independent 
predictors to generate a market response curve that depends only on price; and for a particular bid 
and offered price, calculating the estimated probability of winning ("the market response"). 
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Predictors can be market segmentation criteria (as defined by the user), bid drivers, or a 
product of several of these: For every predictor specified by the user, the coefficient values that 
define the market response curve are estimated and stored These coefficients axe used in 
combination with account and bid characteristics to calculate win probabilities. The market 
response curve and win probabilities are illustrated in the graph of Fig. 3. 

Coefficients fell into two categories: price-dependent and price independent. When 
computing the optimal (target) price* price-in de pen de nt terms can be viewed as constants and 
computed in advance. Tb&main inputs are: market segments and price-dependent and price- 
independent predicton for each market segment The main outputs are: price-independent and 
price-dependent coefficients; bid-specific market response curves; and bid- and price-specific 
win probability estimates. 

Bid characteristics are determined by the target pricing user prior to begming the steps of 
the method. The.spedfic value used in a particular regression is based on the interpretation for 
the characteristics. Once the market segmentation and bid characteristics have been defined, 

m 

price-independent and price-dependent have to be made so that these characteristics can be used 

in probability determination. Since these parameters am used for modeling customer behavior, 

some of the transformations may not be very intuitive at the outset For example, logari thmi c 

expressions have been used extensively to dampen the possibility of large swings in probability 

due to large changes in anyone parameter. 

Below is a fist of example bid characteristics. 

Bid Characteristics 
Characteristic Description 
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Name 



Bid volute 
Bid Gross 
Revenue 
Bid Contribution 

Key competitor 

Key product 



Quantity ordered for a given portfolio. 

list price * quantity for all products in the portfolio 



Son s (revenue - cost) • quantity for all the 
products in a given bid 
For a pre~specified set of key cornpeti tors, 
of the competitors exist for the given bid 
Product with greatest revenue in bid 



The curves in Kg. 4A represent the probability of winning as a function of increasing 
discounts. These curves are reversed in shape since they model the probability of winning against 
discounts (CE) offered instead of the probability of winning against price. 

Fig. 4A illustrates a case where both brand preference and price sensitivity differs 
5 between customers with "large" and "small" order volumes! Note that the large volume 
customers show less preference for our brand (lateral shift of the market response curve) and 
greater price sensitivity (the curve is steeper in its central region). 

Fig. 4B illustrates an example of regional segmentation. Since the second curve is shifted 
a little to the right, there is more brand preference b dm Southeast region when compared to the 

« 

10 Canadian region. While the curves are quite similar, there are differences, especially for smaller 
discounts. 

The MRM uses historical bids containing win/toss information to run a statistical 

ft 

regression. The statistical regression uses the logjt function to determine the best fitting market 

* 

response curve. There are significant advantages of using the statistical fornx 
15 The statistical form ensures that the output is between zero and one for any set of 

characteristics. Further* It provides a smooth negative slope. This makes it easy to get price 
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sensitivity from the first derivative. Mathematical properties of the logjt function offer efficient 
numerical computation arid an intuitive interpretation of the fitted coefficients. 

For example, if price is the only explanatory variable for modeling the likelihood of 
winning, one would have 10 historical bids containing win loss information as given below: 

Price Win/loss 

1 Win 

2 Win 

3 Win 

4 Win 

5 Win 

6 ' Loss 

7 Loss 

8 Loss 

9 Loss 

10 Loss 

If win/loss is treated as a dummy variable where a win is identified by 1 and a loss is 
identified by 0, we get the plot of win/loss against price as illustrated by Hg. 5A. 

If we fit this plot to a statistical function, where the statistical function is defined as: 

p(x) 1 



One obtains the curve of Fig. SB , where win/loss is a binary response variable, and alpha and 
10 gamma are the explanatory variables. With this curve it is easy to determine the probability of 
winning at any price. A simple example is given below to illustrate MRM calculations. 
An Example: Meritor Heavy Vehicle Systems 

* 

Meritor manufactures different pans for truck drive trains. These parts are sold to the end 

rs through OEM's (like Volvo/GM) that manufacture trucks. Since most of the trucks are 



*■ ' o< ( III ll- 
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assembled by OEM's for end customers, Meritor has to figure out the discounts to offer 



In the example bdow.a bid is tendered to the Trinity Steel account by Meritor Heavy 
Vehicle systems. The following customer segments am defined by the user of target pricing: 

INPUTS 

Market Segmentation 

Market Segment Name Customer Size 

Market Segment Interpretation Small: 0 to 100, Medium: 101 to 500, 

Large 501 and greater 

Hie following bid characteristics are Anther defined by the user 

Bid Characteristic 

Characteristic Name LOGVOL 
Characteristic Interpretation Log of quantity ordered 



Accordingly, given below is a sample bid tendered to the account Trinity SteeJ: 

Sample Bid 



Account No. 
Account 
Customer Size* 
Bid No. 

Product Ordered 
Quantity Ordered 
Win/Loss 
Our Net Price 



Trinity Steel 

Medium 

1 

Transmission - TR1234 

100 

Win 

$55 



Competitor Net Price $57 



The market n 



ise 



are thus calculated: 



Problem Formula! 
Variable 



Formula for 
Conversion 



Value Used 



Alpha 

Alpha 0 (Intercept) 



Intercept variable set to 1 1 
for every problem 
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Alpha 
var.) 

Alpha 2 (LOGVOL) 
Gamma 
Gamma 1 (Discrete Cust Seg. - 
Dummy var.) 
Gamma 2 (LOGVOL) 



Seg. -Dummy Small = 0.0, Medium = 1 

1.0, Large = 2.0 
Log(quantity) 2 



Alpha 1 * Log 
(PriccRatio) 
Alpha 2 ♦ Log 
(PriceRatio) 



-0.015512166 



•0.031024332 



Multiple rows of similar bids containing win/loss information arc calculated in a 
statistical regression routine, as shown below: 

♦ 

OUTPUTS 

Coefficients Obtained By Regression 
Alpha 

Alpha 0 (Intercept) 4.003 
Alpha 1 (Discrete Cust Seg. -Dummy -0.001 
var.) 

. Alpha 2 (LOGVOL) 

0.0006 

Gamma 

Gamma 1 (Discrete Cust Seg. - Dummy - 
var.) 0.0008 
Gamma 2 (LOGVOL) 

0.0003 

Given these coefficients, the win probability of any bid can easily be calculated for a 



specific price. For the example above we have: 



Ca teutaflwg Piobibfflty of 
VWwntnp 

Sum o# Alpha* e Alpha 0 ♦ Alpha 1 ♦ Alpha* -0X046 

fcanof Gammas = (Qammal ♦ Gamma2) • (log(PrtoeRafio)) 1.70634&05 

PR^o»wMngforthebUabov9 1/1*€»>-<Afcha3 ♦ GajnmasTog(Pitc©Ratt» 0.499 



Hie win probabilities can 



the active parameter set that 



► t 'I l KM 



B the market response parameter used by the system to compute win probabilities. 
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The binomial case for win probability is: 

WinPtob J 

= l+exp(ctn) 

Where a = do + B i a, + BjCtj + . . . + BoCfe. 

and where y = Yb + D1Y1 ♦ P>Y* + • + DWfc 

The multinomial case for win probability is: 

WinProb J 

Whore c$ = do + BjiOi + Bate * . . . + B^a. 

andwhtxcYi=7bi + D 1 Yii + I)iya + ...-i'I>DY«ri 

In each case, the a's and y*s are specific to a bid. 

B Jf ... Bo are bid specific brand preference and other price independent drivers and 
market segment variables. 

D*, . . .'Db axe bid specific price dependent drivers and market segment variables. 

Die a's are referred to as brand preference and other price independent parameters 
because a change in these parameters shifts the Market Response curve to die right (or to the 
left). 

The y*s are referred to as price dependent parameters because a change in these 
parameters changes the slope of the Market Response curve. 

The price-independent predictors can be viewed as measures of customers* brand 
preferences. The price-dependent ones* however, provide a measure of customers 9 price- 
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sensitivity, and determine the slope of die linear regicm of the market response curve. Rg.8 
illustrates the impact of the predictor coefficients on the market response curve. 
With respect to the preferred method of statistical regression: 

Win J 

Probability = 1 +exp[-a-yx pricej 
a represents the sum of price-independent coefficients. Note that in Eg. 8, as a increases, die 

curve shifts right (signifying increased brand preference). y, on the other hand, sums the effects 

of a change in price. Hence, in Kg. 8, as y increases, the curve becomes steeper. 

For the statistical market response curve, there is always an inflection point where the win 
probability (WP) equals 0*5. The higher y, the steeper, the curve near WP = 0.5. and the shallower 
attheaHtpointsWP=OandWP = L 

It should be noted that market segmentation models macro level customer behavior (eg, 
region based market segments), and is therefore an integral part of pricing strategy. In target 
pricing, account characteristics can be used to identify market segments, enabling segment- 
specific net prices to be offered. In addition, characteristics of individuals bids (such as volume 
or key competitor) can further influence customers* brand preference and willingness to pay. The 
MRM therefore applies the characteristics of both the account and the particular bid when 
estimating bid probabilities. 

There are basic business objects thai enable target pricing to be deployed in multiple 
diverse industries and serve as its basic infrastructure for bidding. In particular, key objects 
include: companies, accounts, bids, products, and options (including competing products and 
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"Companies*: a company is either the target pricing user or one of the companies 



competitors. 



'Accounts": these are customers or potential customers of the target pricing user. 



ids": a bid is a request for products over a specified time period for which a custom 



5 price will be generated by the tarj^t pricing method 

"Products": these are the products or services that the target pricing user j 



and 



includes in a bid 



lucts also include those produced by competitors: 



^Options": these are auxiliary sub-products that can be added to a product, but which 
cannot be ordered on their own. 
10 Fig. 4 illustrates how the key objects are inter-related Companies produce the products 

thai are contained in account bids. Accounts are the current and potential customers of the 



pricing user. Each account is identified by a name and an account number. Associated with each 
account are values of the market segment variables. 

An account contains 0 or more bids. An account will contain 0 bids if it is new or if no 

« 

15 bids have been created for it to date. Although an account can contain more than 1 bid, only 1 bid 
may be active at any time. The remain pending or under 



istruction. 



An example of the active bidding: 
Account 

Number Name 



1 
2 
3 
4 



Talus 



Hyatt 



Customer Q nti 
HQ Address Since Segment Industry 



Ml View. CA 1/1/1990 Small 

MenloParicCA 1/1/1985 Large 

Park Ridge. NJ 1/1/1998 Med 

Oakbrook.IL Null Null 



Mi 



541 
334 
485 
721 
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Safeway Oakland, CA Null 



NuU 



445 



A bid is a proposal to an account for delivery of products over a specified time period at a 

specified price. The bid contains at least one, and may contain more than one, product or service 

* 

order. For example, a bid can contain the following information as illustrated below: bid 
5 number, account, bid description, bid status, account executive, various dates, and one or more 

* 

product' orders. 



Bid 

Number 



Account Description Dates 



Status 



1 

2 
3 
4 
5 
6 
7 



Talus 
Talus 
Cisco 
Cisco 
Hertz 



Annual 

Renewal 

Annual 

Renewal 

Annual 

Renewal 

Annua) 

Renewal 

Initial Proposal 



1997 
1998 
1997 
1998 
1998 



Hyatt Initial Proposal 1997 



Inactive 
Active 
Inactive 
Active 
Active 
Reji 



Safeway Initial Proposal 1998 Rejected 



id is always in one of the following states (note that the state can change overtime): 
*^der construction* -The bid is being prepared, and has not been submitted to the 



10 custi 



Tending-- The bid has been completed, target priced, and submitted to the cu 



but nor 



isehas b 



the customer yet 
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"Active"- A bid has bean accepted, and converted to a contract, under which we are now 
offering pro duc t s. 

"Rejected "- A bid has been rejected outright or has expired unexercised 
'Inactive 0 - A bid that was previously active* but has ran through the specified (active) 
tune period* 

A bid has associated with it the following dates: 

9 

"Start date** - Initial date for which products will be provided under these terms. 
"End date* — Final date when products will be provided under these terms. 
Some embodiments do not associate a 44 Start date" and "End date" with a bid 
"Initiation date"- Date when bid was initially submitted to the customer. 

« 

"Close date" - Date when a bid was either accepted rejected or expired unexercised 
"Expiration date" -Date when a bid expires. 

"Last modified dale" - Date when the bid was last modified (cither the product order was 
modified or the offered price was changed). 

* 

Products are the goods and services that a company provides to its customers at 
contracted or agreed terms. Products can consist of the following parameters: Name, number* 
part number, product line, set of options, cost model, price model, set of competing products, and 
company. 

In the object model, it is preferable to differentiate between products and product onlm. 
Products are the definition, and product orders are specific products that have been ordered in a 
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bid. Product orders contain quantity, corresponding time period, and options. Some examples of 
p f w ntfty 



Number Name 



Product line 



Part 
Nun 



2 
3 
4 



faspiron 3500 
D266Xt 
Dimension XPS 
R450 

Solo Portable PC 
Hyperspace GX- 
450XL 



Notebooks 

Business 
tops 



1001 

2001 
S1S0 
6200 



Product enters are the specific products and options thai have been ordered in a bid. The 

■ 

S product order also specifies the quantity being requested and the time period that quantity relates 
ft>(c&,per day. per week, per month, per quarter, per total). Id addition, the product on^ ' 
specifies the options that have been ordered with this product finally, for any products which 



N dimensional price or cost models, the specific dimensions corresponding to the 



price/cost model must also be recorded. An example of this is: 



10 



Number- Quantity' Period Compel 

1 25 Total 1 

2 30 Total 1 



CompNet 
Price 



2700 
3999 



None 
2 



s are sub-products that can be ordered far a specific product An option can only be 
ordered after the corresponding product has been onii^ Each product contains 0 or more 



options. 



Options can consist of the following parameters: name, cost model, price model, 



15 



lpettag options, and company. 
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In the object model, it is preferable to differentiate between options and option orders. 
Options ait the definition, and option orders are the specific options ordered along with a 

orders object; as the 



particular product order. Option orders are contained in the j 
following example illustrates. 



i ; i « • 1 1 1 mt 



Number Name 



Company 



race 
Model 



Cost 
Model 



1 

2 
3 
4 



32MB memory 
3 yr. warranty 
32MB memory 
3 yr. warranty 



0 
0 
1 
1 



$99 
$150 
$60 
$0 



$50 
$50 



Competing 
Option 



3 
4 



Prices and 



be modeled in the following ways: 

9 

A single value 



D-D 

1- D 

2- D 
N-D 
Function 



A vector of values 

A two-dimensional matrix 

An n-dimensional matrix 

A combination of the above 
models 



Example Pricc/Cbst Models 

0-D 



l-D 


Quantity 


i 


2-5 


6 + 




Price 


$20 


$18 


$15 


2-D 


Distance 


Weight 
0-1 lbs. 


1-10 lbs. 


10 + lbs. 



1 Zone 



$10 
$15 



$8 
$12 



$5 
$8 
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3 Zones $19 $14 $9 

"Function": Pickup cost (O-D) + Transportation cost (2-D) 
Prices or costs can be retrieved from the tables from matching entries and interpolated for exact 
price. 

For each of the target pricing user's products, a list of competing products is specified. 
Each of these competing products are to be treated like the target pricing user products. The only 
differences are thai the company specified m the product is a competitor, and no cost model is * 
specified since we da not need to compute costs for competitors. 

The competitor net price (CNP) model used in target pricing estimates the prices 
competitors will offer to cust omer s, including negotiated discounts. Logically, with all other 
factors being equal, the lower the competitor net price, the lower the target bid price will have to 
be to ensure the same probability of success. Conversely, the higher the competitor net price is. 











kill 



The target pricing method ideally uses accurate competitor net prices at the product level 
for every product in the specific bid The target pricing method can then calculate a competitor 



net price for each competing product While the competitor net pices can be estimated, the 
variance in the data can cause the target price obtained to not properly reflect the current market 
environment 



For each of the target pricing user's products, there i s typical ly a competing proa 
smpetitor in the system. For example, if the target pricing user were Ford, and the 
competitors consisted of Honda and Toyota, then for each Ford product, such as the Taurus 



from 



WO 0082605 



PCT/US00/05846 



61 

* 

automobile, there would be a competing product from Honda (for example, the Accord 
automobile) and a competing product from Toyota (for example, the Canny automobile). A 



competing product is only required at the order leveL 

These competing products are maintained in the target pricing product model much like 
5 the target priting.user*s products, with the following exceptions: no cost model is stored for 
them, since it is not necessary to estimate, the cost of a competitor's offering. Competing products 



i:t •tin 



table. 
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g product's list price, the price model maintained in that p 

» the competitor's product price can be maintained as a O-D, 1- 



ae not maintained, as these are stored in the target pricing user's p 

To compute a 
is utilized. Lake all other 

10 D or 2-D model. All of the attributes needed for price modeling (i.e. the dimensions of the price 

* 

model) must be obtained during the bid product order construction process. 

To the product's list price we must also add the price of the options. This is done by 
mning the user product model and retrieving the appropriate option prices. This process can 
be clarified by the following example: 



Continuous Market Segments 



Annual Revenue 



Small 
Medium 



$0to50M 
$5IMto$40QM 
$ 4C0M and over 



15 Target Pricing User Fend 

Competitors: Honda and Toyota 
Product Taurus 

With the following 1-D price model: 



Taurus Price Model 
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Taunts Competitors table: 



da; A 



Quantity 



1-9 
10-99 
100 + 



Price 



$20,000 
$19,000 
$18,000 



Toyota: Canny 
Taurus Options table: 



•1* in 



Sunroof 
V-8 

Leather 



Price Honda option/price 



Product: Honda A 



With the following 1-D price model: 



$1000 Mooratx>f-$800 
$2000 V-6-$lS0O 
$800 LX upgrade -$1200 



Honda Ai 
Quantity 



d Price Model 



1-5 
6 + 



$22j00O 
$20,000 



Product: Toyota Canny 



With the following O-D price model: $21,000 



Example bids: 



Bid#l: 



1 Ford Taurus, with Sunroof and V-8 



= $20,000 + $1000 + $2000 = $23,000 



Honda list price = $22,000 + $800 + $1500 = $24300 
Toyota list price = $21,000 + 0 + $2000 = $23,000 



Toyota option/price 



n/a 

V-«-$2000 

XLE upgrade - $2000 



Bid #2: 



15 Ford Taurus with Sunroof and Leather seats 
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Ford list price = $19,000 + $1000 + $800 = $20,800 

Honda list price = $20,000 + $800 + $1200 = $22,000 

Toyota list price => $2 1 .000 ♦ 0 ♦ $2000 = $23,000 
After comparing the competitor list price, the net price is computed by applying the 
iate discounting model. The discounting options aie as follows (note that each model 



varies by competitor): 



• no segmentation used = a single discount value is applied against all products; ' 

• product segmentation used = a different discount is available for each product; maricet 
segmentation used = a different discount is available for each market segment; or 



10 • 



of set 



ts= 
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ie 



more than one market segment, or the product segment 



with one or more market 



As before, this is best illustrated by example: 
Honda: No segmentation used: Standard discount is 10%. 



Toyota: Product and market segments aie used as follows: 



is 



Market segment = Customer size 
Small Medium 



Corolla 
Canny 



0% 
0% 



5% 
10% 



10% 
15% 



This indicates that to compute the net price for Honda, we first compute the list price 
(including options) and then discount by 10%. To determine the net price for Toyota, wc first 
need to determine what Customer size market segment the account falls into, and then apply the 
appropriate percentage against the product being priced For example, for a Medium size 
customer purchasing the Canny, the discount would be 10%. 
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Because the competitor net price is a very iinportan^ input for the target pricing method, 
precautions should be taken to ensure that the estimated competitor net price is reasonable. This 
is preferably accomplished by using an allowable range. * 

The allowable range is used to determine values that fall outsi dethe aDowabl e range 
during the target bid price calculation. IF the value is outside the allowable range, the competitor 
net price must be changed until it falls within the allowable range, or the competitor net price 
model must be changed. 

The taiga pricing method can be optimized for a particular user. At a macro level, the 
target pricing method recommends a target price for each bid. These bid level recommendations 
are then used to calculate product level price itcoronendations. The target prices at each level 
are determined by a non-linear optimization that mftiimiwt expected marginal contribution 
subject to certain business rules (constraints). However, rather than providing a single specific 

* 

bid price, the target pricing method preferably computes a range within which one can negotiate 
a final price with the customer. 

One can either considers a "static" evaluation of bids, or at the macro level, capture 

* 

market place dynamics by evaluating each bid cmter over multipte 

optimization can model behavior tike competitor response, changes in interest rates, changes in 
cost and price structures, and like parameters. 

Target pricing computes prices in a sequence of four steps: 

(1) Unconstrained bid-level prices. 

(2) Constrained bid-level prices. 
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(3) Unconstrained product-level prices. 

(4) Constrained product-level prices. 

At each step, the method calculates a minimum price, target and maximum price. 



Internally, prices art computed as percentage discounts relative to Hs^ price, but the target pricing 



5 user can choose to display them as absolute (cash) amounts, absolute (cash) discounts, or price 
ratios relative to a competitor net price. 

The target pricing user must gather all bid and account information necessary to calculate 
win probabilities. Examples of additional parameters or factors are: products, options and 
quantity ordered; list price and quantity for all products in the bid; cost and quantity for all 
10 products in the bid; competitor's net price for all products in the bid. 

The target pricing method generates minimum, target and maximum prices as its 
The values produced are unconstrained and constrained prices fa the entire bid, and 



» mm ii 



unconstrained and constrained prices fa each product 

The method of optimization particularly includes the steps of: solving the i 



I 1 1 *■ I 1 1 K<i f. l 



ined 



through application of the constrained optimization; and then solving the unconstrained product 
optimization and the constrained product optimization. 



Li using the 



I ll~ » III I 



I, the MRM is used to analyze historical bid data and update the 



coefficients for the market response predictors with all account and bid characteristics. The 
70 MRM calculates all price4ndependent terms to generate a market response curve dependent only 
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on the target pricing user's net price. Then, the user preferably performs a non-linear 

optimization routine to find the- price, which expected contribution: 

expected contribution = win probability x sum over all products [ list price x (I-<tiscount) - 

variable cost of product i ] x quantity of product i 

Once bid optimization has been calculated, discounts are assigned for each product in the 
bid While it is possible to simply assign discounts calculated at the bid level to each of the 
poduct3 within the bid, it is preferable to optimize the allocation to each product * 

The method should maximize expected contribution (at the bid level) while allocating 
incentives for each of the products ordered in a given bidL Individual product incentives ae . 
aggregated to the bid tevd and art .subject to any desired constraints. The incentives offered at 
the product level should aggregate to the bid level incentive determined by the bid optimization. 
And product incentives should not exceed the available margin on that product although a 
negative margin could be enabled in some embodiments. 

Strategic objectives can be used to control the default behavior from usage of the target 
pricing method. Furthermore, strategic objectives determine constraints that impact the 
calculation of the optimal target price. 

The method preferably uses 2 types of strategic objectives: 

"Win (s u c c ess) rates**— these are minimum or maximum bid win rates needed in 
particular market segments. 

"Minimum profit margins'* - these are minimum profit margins that are enforced with 
effih bid. 



. WO 0052605 



PCT/US00/05W6 



- » 

67 

The strategic overrides ait preferably applied in the following sequence: (1) the 



unconstrained target price is calculated; 



are resolved 



A feasible target range is calculated from the constraints determined by the strategic objectives. 
If the optimal target price is outside this feasible range, the constrained target price that satisfies 



5 the 



raints is found. 



Among multiple minimum success rate objectives, choose the one with the highest 
s uc cess rate. Among multiple maximum success rate objectives, choose the one with the lowest 



success rate. Among multiple profit margin objectives, choose the one with the highest profit 
margin. If a success rale objective and a profit margin objective axe in conflict, an arbitrary 



to par 
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set by the 



I V_ i* ■ I . ~ I at 1 1 



lines precedence* 



Minimum profit margins can be applied at 2 levels: at the individual product level and at 
the product-line level. After the unconstrained target price has been calculated, the -products 



minimum profit margins are verified. If for any product* the minimum profit margin is being 
violated (for example, minimum profit on Product A is 10%, but method has calculated 8%), the 
13 target price should then be adjusted up tolhe minimum profit margin (that is, the price is 
increased until the minimum profit margin criteria is satisfied). 



After all 



hi* * i in 



margins have been adjusted, the overall bid margin is calculated. If the 



bid margin exceeds the mini mum, then prices for all products should be adjusted proportionately. 



Far example, assume that the mi 



bid profit margin is 10% and we have a bid with a 5% 



20 margin. Then the price for each product in the bid will be increased proportionately until the 



overall bid margin is 10%. 
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The total cost of all strategic objectives for a particular bid is calculated, and alternately, 
will determine the costs of applying strategic objectives for an entire set of potential bids, on a 
forward-looking baas. The expected cost of the strategic objectives on a particular bid is simply 
the difference between die expected contribution without the strategic objectives and the 
expected contribution with the objectives. 

The benefits of the target pricing can be used to gauge the performance of use of target 
pricing, and also to focus investigative efforts in areas where the target pricing user's previous 
system does not appear to be operating effectively. The problems may be a result of user error, 
for example, incorrect input data, and this should be rectified as soon as possible. 

The becefi t of target pricing is defined as increased expected contribution from using the 
target pricing. Mathematically this is expressed as: die expected contribution with target pricing 
less the expected contribution from using the company's pre-existing pricing method 

* 

The preferred methodology to compute target pricing benefits is gathering a datable of 
historical bid transactions, and for each bid, recording the following information: 
Target price": as calculated by the system through its optimization process. 
-Actual price* 9 : as determined through ultimate purchase by the client (should normally fell 
inside the range computed by the target pricing methodX 
"Variable costs' 9 : which are unique to each bid circumstance, 
"TP win prob 99 : the win probability associated with the target price, 
"AP win prob": the win probability associated with the Actual Price, using the same market 
response curve as for the TP win prob. 
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"Business-as-usual (BAU) price**: the price which would have been used for the bid prior to 

♦ 

target pricing, and 

"BAU win prob.": the win probability associated with the BAU price; using the same maricet 
response curve as for the TP win prob. 
5 Using the above values, we can calculate: 

Actual received benefits fix,, the benefits that the user is currently experiencing) = 
(Actual price - cost) ♦ AP win prob. * (BAU price - cost) * BAU win prob. ; and 

TP optimal benefits (i^. the theoretical system potential if used correctly) = 
(Target price - cost) * TP win prob. - (BAU price - cost) * BAU win prt>b. 

These numbers can be calculated for each transaction, and then the benefits numbers 



scaled to whatever level is desired For example, the benefits could be aggregated by: competitor, 
• region, account executive, customer type, industry segment, or other parameters. 

In order to calculate the target pricing benefits, simulation of the pricing behavior of the 

« 

company before target pricing is necessary. The user preferably selects from among three 
15 different pricing methods; 

"Cost-plus pricing": The price is a pie-specified amount (the profit margin) over cost 
BAU prices Cost ♦(! + Gross Margin) 



:<)i - « 



•list pricing": The price is discounted a pre-specified amount from that maint 
price list BAU {nice = List Price * (1 -Discount) 

"Going-rate pricing": The price is based on competitors* prices, and is a pre-specified 
it over or under their price. BAU price = Competitor Net Price *(l ♦ Gross Margin) 



in the 
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Each of these B AU price models can vajy by product, or according to any of the system's 
global dimensions. For the going-rate model, the target pricing user must choose how to 
calculate a "going rate* from multiple competitors* prices: options are the minimum, average or 
maximum of the competitors' net prices. 

A few examples will make the pro-target pricing practices model clearer 

A company always priced at 10% above cost This is a cost-plus model with no 
segmentation. Margin = 10%. A company always priced at something above cost For certain 
highly competitive products it was 5%, for the remaining proprietary products it was 20%. This 
is a cost-plus model with product segmentation. A company priced at something above cost The 
margin varied by product and customer size. Cost-plus with product and market segmentation. 
A company discounted from its standard price list The discounts varied by region an d customer 
size. List pricing with two global dimensions (region and customer size). 

A company priced based on its competitors. Against Competitor A, the company priced 
5% above, against Competitor B, the company piked 5% below. Going rate pricing. 

The final step in the target pricing benefit computation is to take the B AU price 
calculated using one of the above methods, and calculate die associated win probability. This is 
done by looking up the win rate associated with that price from the market response curve (this 
also requires the competitor net price). Since the market response model is derived from 
unbiased historic information, and since it directly relaies price to win probability, it can be used 
to compute the win probabilities for prices computed using non-target pricing methods. For 
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comparisons to be meaningful* however, the same MRM parameters set must be used to compute 
both TP and BAU win probabilities. 

It should be understood that the foregoing pertains only to the preferred embodiment of 
the present invention, and that numerous changes may be made to the embodiment described 

* 

herein without departing from the spirit and scope of the invention. 
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CLAIMS 

What is claimed is: 

1 . A target pricing Systran for obtaining an optimum value, the target pricing system 
resident on one or more host processors in connection with one or more data stores, the target 
pricing system comprising: 



a product model that defines list values using stored price data and costs the values using 



stored 



a competitor net price model that calculates an equivalent competitor net price for the 
value; and 

a market response model that calculates the probability of winning with the value as a 
function of price. 



1 The system of claim 1 , further including an optimization model that computes the 
target price of an optimal value that maiimfers expected contribution. 



3. The system of claim 1 , further including a benefits model dot calculates one or 
benefits of target pricing in comparison to a pre-existing pricing approach. 



4. The system of claim 2, wherein the product model, competitor price model, 
market response model optimization model, and benefits model are objects implemented in 
software on the one or more processors of the target pricing system. 
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5. The system of claim 1, wherein the product model and the com] 
are n-dimenstona) wi th stored data reflective of at least price and cost, and wherein the system 
pricing the value, costing the value, and calculating an equivalent competitor net price 
performed by iterative linear interpolation of the stored data. 



6. A target pricing system for obtaining an optimum bid, the target pricing system 
readent on one or more host processors in connection with one or more data stores, the target 
pricing system comprising: 

a product model that defines list value using stored price data and costs the bids using 

a competitor net price modd that calculates an equivalent competitor net price for the bid; 
a market response model that calculates the probability of winning the bid as a function of 
price; and 



an optimization model that determines the competitive response to any | 
computes a target price that maximizes expected contribution. 
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al bid and 



7. 
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or more benefits of target pricing in comparison to a pre-existing pricing approach. 
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8. The system of claim 7, wherein the product mode), competitor price model, 
market response model, optimization model, and benefits model arc objects implemented in 
software on the one or more processors of the target pricing system. 

9. The system of claim 6, wherein the product model and the competitor price model 
are n-dimensiona) with stored data reflective of at least price and cost, and wherein the system 
pricing the bid, costing the bid, and calculating an equivalent competitor net price aire performed 
by iterative linear interpolation of the stored data. 

10. The system of claim 6, wherein the market response model includes coefficients 

■ 

for market response predictors based upon historical data, and for a specific bid, evaluates price 
and price-independent predictors to generale a market response curve from which an psrimatpri 
probability of winning a hid is calculated. 

11. The system of claim 10, wherein the coefficients are dynamically updated over 
time based on results of past bids. 

12. The system of claim 11, wherein the market response predictors are attributes 
selected from the group comprised of: customers, orders, and products. 

« 

13. The system of chum 12, wherein the customers attributes are static and 
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variable attributes. 

» 

14. The system of claim 7, wherein the benefits model compares the expected 
contribution that would be obtained given the market response at the target price minus the 
expected contribution that would be obtained given the market response using the pre-existing 
pricing approach. 

15. The system of claim 14, wherein the pre-existing pricing approach is selected 
from the group comprised of: discounting a list price in the product model; adding to the cost in 
the product model; and competitive matching of historical data 

16l The system of claim 6, further including strategic objectives, each of which affect 
the target price of the bid* 

17. The system of claim 16, wherein the strategic objectives are selected from the 
group comprised of: a pre-specified maximum or minimum margin on the bfrfc and obtaining a 
pre-spccified maximum or minimum success rate on the bid. 

18. The system of claim 17, wherein the strategic objectives are specified at the 
product segment level and market segment level. 
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* 

19. The system of claim 6> wherein the target pricing system further calculates a tarp 
range for the target price. 



20. The system of claim 19, wherein the target range is calculated based upon a 
predetermined range from the maximum expected contribution- 

* 

21. The system of claim 19, wherein the target range is calculated based upon a 
predetermined range greater and lesser than the calculated -optimum -target price. 

22. The system of claim 6, wherein the target pricing system is resident on one or 
more processors in a local networt of a user of the target pricing system. 

23. The system of claim 6, wherein the system includes a target pricing data store 
including at least the price data, cost data, historical data, and additional business metrics such as 
margin, volumes, and revenues. 

24. The system of claim 6. wherein the one or more processors of the target pricing 
system are remotely loca t ed from the user of the target pricing system and accessible from a 
remote interface across the Internet 
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25. The system of claim 8. wherein the product model, competitor price model, 
market response model, optimization model, benefits model, and target pricing data store are 



resident on the one or moic 



cms of the target pricing system located remotely from the 



26. An automated 



of target pricing a value with one or more processors in 



connection with one or more data storey comprising the steps of: 
pricing the value using stored list prices in a product model; 
costing the value using stored costs in the product model; 

calculating an equivalent competitor net price for the value using a competitor net price 

• * 
mode); 

calculating the probability of winning with the value as a function of price using 
parameters from a market response model; and 

rizes expected contribution using an 
itive response to any potential value. 
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optimization model that detenni 



27. The method of claim 26, further including the step of calculating one or more 
benefits of target pricing in comparison to a preexisting pricing approach. 



28. The method of claim 27, wherein the product model and the competitor price 
tel are n-dunensicmal with stored data reflective of at least price and cost, and the steps of 



WO 00*2605 



FCT/US0Q/0346 



78 

pricing the value, costing the value, and calculating an equivalent competitor net price are located 
by iterative linear interpolation of the stored data. 

29. The method of claim 26, wherein the step of calculating an equi valent competitor 
net price further includes the steps of. 

retrieving a price from the product model for a specific value; and 
cpplying a discounting model to the price to determine a competitor net price for the 
specific value. 

* 

30. The method of claim 29 t further including the step of overriding the calculated 
equivalent competitor net price if the calculated competitor net price falls outside a - 
predetermined range. 

31. The method of claim 26, wherein the market response model includes coefficients 
for market response predictors based upoo historical data, and for a specific value, the step of 
calculating the probability of winning the bid includes the steps of: 

evaluating price-independent predictors; and 
generating a market response curve fran which an estimated r 
the value is calculated. 
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32. The method of claim 31, wherein the step of evaluating price-independent 
predictors is evaluating price independent predictors for at least the customer, the order, and the 

M_ _^ 

m 

9 

33. The method of claim 32, further including the step of evaluating sialic and 
variable price-independent predictors. 

m 

34. The method of claim 27, wherein the step of calculating one or more benefits of 
target pricing includes the steps of: 

obtaining the tax&t price for the specific value; 

calculating a target price value using a pre-existing pricing approach; and 
comparing the value &om the pre-existing pricing approach to a market response curve to 
determine the probability of a successful bid with the pre-existing pricing approach. 

35. The method of claim 34. wherein the step of calculating a target price bid usin g a 
preexisting pricing approach is a step selected from the group of: 

discounting the Kst price from the price model; 

adding a predetermined amount to the cost for the value; and 

matching a historic rate for the specific value. 

36. The method of claim 27, farther comprising the steps of: 
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calculating a specific target pike for a performance of a contract; 
determining die applicability of one or more strategic objectives to the target price; 
calculating a target range for the target bid price thai is constrained by the one or more 
strategic objectives; and 

obtaining a target price that is within the target range. 

37. The method of claim 36, wherein the step of determining the applicability of one 
or more strategic objectives is a step selected from the group of: 

obtaining a pre-determined maximum or minimum margin on the value; and 
obtaining a pre-detenmned maximum or mirimqm p^rm rate on the value. 

38. The method of claim 26, further including the step of calculating a target range for 
the value. 



39. The method of dann 38, wherein the step of calculating a target range is a step 
selected from the group of. 

calculating a target range from the maximum expected contribution; and 
ca lcul at in g a target range based upon the optimum target price. 

40. A target pricing system for obtaining an optimum value, the target pricing system 
resident on one or more host processors in connection with one or more data stores, the target 
pricing system comprising: 
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product model means for cheating a product model that defines list values using stored 
price data and costs the values using stored cost dala; 

competitor net price model means for creating a competitor net price model that 
cal c ulates an equivalent competitor net price for the value; and 

market response model means fcr creating a market response model that calculated the 
probability of winning with the value as a function of price. 

41. The system of claim 40, further including an optimization model means for 
creating an optimization model that determines the competitive response to any potential value 

* 

and computes the target price that maximizes expected contribution. 

42. The system of claim 40. further including a benefits model means for creating a 
benefits model that calc u lates one or more benefits oftarget pricing m comparison to a pie* 
existing pricing approach. 

43. The system of claim 42, wherein the product model means, competitor net price 
model means, market response model means, optimization model, and benefits model are objects 
implemented m software on the one or more processors of the target pricing system. 

44. The system of claim 1, wherein the product model and the competitor price model 
are n-dimensional with stored data reflective of at least price and cost, and wherein the system 
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performed by iterative linear interpolation of the stored data. 
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